By THAE 8. PARK

Relationship Between Personal Income and Adjusted
Gross Income, 1947-78

THIE article presents n reconciliotion
of the Buyean of Feonomic Analysis
{(BEA) wensure of personal income
with the Intanal Revenue Service
(IR3) mensure of adjusted gross in-
comp for 1M7-78 and introduces im-
povtant new informntion: on elloention
of the residual difference, or gup, be-
tween the BEA nnd IRS income meag-
ures nmong the various types of in-
come.!

Description of the income series

Personnl income is ¢tha income ree
ceived by persons from all sources, that
is, from participation in production,
from transfer payments from govern-
ment an<d business, and from govern-
ment intevest, which is trented like o
tranefer poyment, Persons consist of
individunls, nonprofit institutions, pri-
vnte noninsuved welfave funds, and
privete trast funds. Propeietors’ in-
ecoms is brepted in its entirety as re-
ceived by individuals. Life insurance
oarriers nnd pprivate noninsured pension
fonds are not counted ne persons, but
thair saving is credited to persons. Per-
sonal income is the sum of wape snd
salary disbursements, other labor ins
come, proprietors’ income with inven-
tory valuation and eapital consumption
adjnstments, rentnl income of persone
with eapital consumption adjustment,
personal dividend income, pevsonnl in-
torest income, and transfer payments,
less porzonal eontributions for sacdal
insnrance.

Adjusted gross incoms {AGT) is the

1. Tabla B18 of tht volumes that preeont the
ceanlts of Lhe 1680 comprelenslve covisom of e
natlgnal iocomg amid prodect secomnta (KIPA'a)
shorvs o reconciilatlhin fay LIHT-TR Hoo (e Ne-
HoieF Feesr: s and Prodwcts Aeccounta of tAe Taibed
Btatay, I830-%8: Gtatidtioni Tabicd snd the No.
bloual Frcowso and Product dosaouie, 187070, The
ortlmutes for 1977 and 1078 beve Decn perised ob
the basdy of ticw THE date.
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totn) income from all =ourves thot is
subject ta individoal income tax less
certain deductions. The total incoms
enbject to tax includes wnges and =al-
ariez, n portion of dividends, interest,
and pension income, net business and
farm ineome, net capital puins incoms,
and other miscellanecus items. Dedue-
tions allowed in the esleulation of
AGI includa varions expenses congid-
ered necessery in earning incoma, can-

Tablel —Reconciliation of Personnl] Income
ond Adjuered Gross Income, 197T=74
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tain allowences for capital gains and
losses, contribuiions te retirement
funds by the self-employed, and o
portion of sick pay.

Personal income not included i

AGI

Personal income and AGI each in-
clude items that the other omits by
definition, Line 2 of table 1 is the som
of seven gronps of items (lines 3-8}
that are inclunded in personal income
but not in AGT because they are mot
taxable wnder the individual ineome
tax. The largest (line 3) consisis of
all government and buginess transfer
peyments except taxeble retivement
benefits paid to former government
employees. The second Inrgest (line 4)
congiste of other lebor income except
fees: tha mejor components of other
Inbor ineome are pension and profic
sharing, groop insuranee, workmen’s
compensation, ond supplemental unen-
Ploymend beneflts. (Sea NIPA table
6.18 for detail.) The third largest (line
58) consists of all imputed incoma in-
clnded in personal income. No deduc-
tion i8 made for an wnlmown amonnt
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of imputed income, belisved small, {hat
i= actually included in AGE. (HIPA
tehle 8.8 provides deiails of imputed
income.) Additionsl major categories
are investment income retained by lifs
insursnce carriers and noninsured pen-
ston funds (line @} and received by non-
profit institutions or retained hy fidnei-
ariea (line 7).

Differences In accounting procedures
intraduce n difference between personal
income and AGT that is shown on » net
basis in line 8 The differences in ac-
wounting procedures result largely from
the intraduction in the NIPA' of pro-
cedures designed to velue capital con-
sumption and inventory change of ail
firms at current priecs, and to apply ae-
counting conventions that ara vniform
for all Arme and at oll time periods.t

The capital consumption adjustment
subtracted in BEA-derived AGI is the
sum of the capitn! consumption adjust-
ment for farm and nonfarm proprie-
tors’ mcome and for rental income of
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persons, excluding the amount for
owner-occupied  dwellings” In  the
NIPA's, capital consumption allew-
nnces are hesed on consistent accouni-
g and wnlued in current prices, while
the IRS depreciation is based on
vorying service lives and deprecia-
tion formulas, and is valued in his-
torical costs. Tax return data are not
the starting point for the NIPA
mensure of deprecintion sassociated
with ferm proprietors' income snd
rental income of persons, end the pub-
lished capital consomption adjustment
relates only to the adjustment for cur-
rent. replacement cost, Therefore, for
these types of income the adjustment
for consistent accounting af historical
vost is the excess of tox dapreciation
over the NIPA depreciation.

The inventory valuation ndjustment
for nonfarm, noncorporate business is
the differance hetween the hook walue

B, In the NIPA's, wapltal coeadbeptlon allo-

ancts Chnaisk of depreciation and necidantnl dam-
AEs to red eapltnl.
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and current-price value of inventories
used up in production. Personal income
exclodes this difference but AGI in-
cludes it

The difference im ths estimntes of
chonge in farm inventories in the
NIPAs and AGY is also subtracted
from personal income. Change in farm
inventories in the NIPA’s is based on
tha T1.8. Department of Agriculture es-
timates of change in the physical quan-
tities of inventories of harvested crops
and of livestock owned by fnrmers
volued at morket price. Change in farm
inventories in AGT is based on the
amount of inventory reported in the cost
of gaods sold on Sehedule C, Form 1040.
Favmers ave required to use inventories
in computing pross income from their
businesses only if they elect to use the
acerual method of necounting for their
profit or less from the snla of farm
products,

Goins arvising from sale of livestock,
timber, and certain real estate arae ac-

Table 2.—Reconiliativn of Persgual Ineome ond Adjusted Gross Income, by Type of Income, 1978
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corded = fax treatment similar to o
long-term capital asset in AGT, bot they
are trpated ns an ordinary inceme in the
NIPA’s. All capital gaine are excluded
from personnl income buot inclyded in
AGI. Thue, eapital gains as reported in
Statictics of Incoma are added to per-
gonal lncome (line 12} in the reconcili-
ation. But the TRS figures for realized
capital gaing {net gain less loss) in-
clude gains arising from sala of live-
stoelr, timber, and certain renl egtate
Consequently, the latter iz subtracted
from pergonal income to prevent double
counting. Interest on T8, snvingsbonds
i¢ recorded on an aeerual basis in per-
zonal income, but iz mostly reported on
n cash bnsis in AGT. Thus, the execesg of
interest neerved over interest paid is
subtracted from personal income. Other
necontting differences are in the treat-
ment of depletion, certain ofil and pns
drilling expenditures, and bad debt.
Line @ shows the sum of other types
of income exempt or exeluded from
AQGT, such as giek poy, interest on Stote
nnd locel government bonde, moving
sxpenses, and alimony payments

AGF not incinded in personal incoms

Line 10 of tablz 1 ir the sum of five
groups of items {lines 11 through 15)
that ara included in AGI but hot in per-
sonal income. The Iargest, personald con-
tributions for socisl inmrance (line 113,
coneists of paymenfs by employees, the
self-employed, and other individuals
who participate in povernment sosial
insurance programs. (NIPA teble 3.6
provides details} Net gain from zale
of assets (line 12) conciata of gning de-
rived from the sale of invesément prop-
erty, such oe stecks, honds, real estate,
and from the sale of property other
than capital assets. Payments of taxobla
private pengions (fine 13) are not in-
claded in personal incoma, Other types
of income in AGI but not in personal
incoma are net income of qualified small
Lusiness corporntions whe choose to be
taxed as partners {line 14) and & nom-
ber of small items grouped in line 16.
The Iatter includes noncorporate special
a=sessments, alimony reeeived, and such
miscellaneous items as noncash awards
and net gambling reccipts. Prior to 1060
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Table S~~Adjusted Gross Income Gap, Total and by Type of Income, I47=78
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it nlgo ipeludes income of regidents of
Alaskn and Hawail.

The rdjustment of personn! incoms
by the exclusion of line 2 and the inciu-
sion of lina 10 provides o messure that
conforme to the IRS definition of AGL.
The difference—the AGI gap-—hetween
BEA-derived AGT (line 18) and AGE
reported hy the TRS in Stetisties of In-
come (line 18} is shown in line 17, The
AGL pap can be tolep az evidenco of
noncom:plisnca with the tax code, but
with the following envents: the AGI
gap ineludes (1) income carrad by low-
incomie individunls who are not required
to fils income tax rebarns, unreported
income identified by JRS sudit pro-
grains that is ineluded in personal in-
come, andl pross ervors and omissions
in lines 3 through % and in lines 11
through 15 in table 1 and (2} the net
offect of ervorsin AGL of IRS (line 18)
and personhal inceme (line 1). How-
ever, for two main rensons, an AGT gap
cannot e tnloen ns evidence of an undex-
statemend in GNP, Fivst, data from the
individosl income tax retyrns are used
only to & limited extont in the estima-
tion of GNP, Second, whera these data
ars nsed, BEA adjusts them for undsy-
reporting on the bmsiz of IRS audit

programs.

AGT by type of ncome

The ndjustment of personzl incoma
to the IRS definition of AGI can be ex-
tended to the types of income included
in personal income and in AGE of IRS
{table 2). For sxaunple, the wages and
salaries component of personal incoma
is reconciled to wages and salaries in
AGTI by subtracting imputed swnges,
tax-gxept military pay and nllow-
ances, anil adding the wapes and salories
of vesidents of Alaske and IHawaii
prior to stateheod and the taxable por-
tion of other labor income, snch as fees
received by divectors apd jurovs. Divi-
dends incleded in personal incoine are
reconciled to dividends in AGT by sub-
tracting dividends retnined Ly fAduci-
aries, dividemds received by nonprofit
institutions, the dividend exclusion, and
adding to it dividends received by resi-
dents of Alaska and Heowail prior to
statehood. Table 3 shows AGT derived
from personal income, tota! and Ly type
of income, for 1P47-78, tnhle 4 shows
AGI of IRS, toinl and by type of in-
come, for the some period, and table &
shows differencs between the two.

A# a percent of BEA-davived AGI,
the AGI gop dechined from about 13
percent in 1047 to about 7 percent in
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1978 (table 6). This declina reflects
shifta in the distribution of BEA-
derived AGY among income types with
different. percentage gaps and changes
in the size of these gapa for individual
intome types. (Percontage gaps—ihat
is, AGI paps 28 o percentage of BEA-
derived AGI—by type of income are
ghown in fabls 7.} The largest factor in
the decline was farm proprietors’ in.
come, Its share in BEA-derived AGI
declined over the period (from about B
pereent in 1047 £o 1 percent in 1978)
and it had a high percentage gap {about
74 percent in both years). Wages and
salaries were alao & major factor. The
share increaged (From about 80 percent
in 1047 to T8 percent in 1978} omd it
had # low percentage gap {which de-
clined from 3.5 percent in 1947 to 0.8
percent in 1978). Changes in several
types of income worked in the opposite
diveetion, The largest effect ¢nme from
persomal intereet income, Xta share in
BEA-devived AGI incressed (from
about 2 percent to 7 percent) and it
had a high perceatnge gap (which,
howaver, declined from 48.6 percent in
1847 to 35.9 percent in 1978).

Some specific  developments that
affected the AGI gaps by type of in-
come can be identified. Theze will be
deseribed below.

Wages and salorier gop—~—Wages
earned by T8, citizens living nrhroad
inerensad rapidly in the 1970%. These
wames are part of the gap because the
reconeilintion does not take into aceaunt
their exelusion from persenal incoma
and theiv inclusion in AGT of TRS

A persisient dechine in the percentage
gup is traceable to szeveral develop-
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cinider such locome FHoweror, nmoe ndjuntment bae
nen maada for ineomce entned mbropd o deplving
the AGT pap boenoms dota wert fot 1vniinkie when
the 1680 revislon af the notlonal Incawe and pesd.
net aecaunte waa undertuken, Regentlr, 13 hae
mulliahod Seadlatics of Moawe—r7z—1078, Nitern
untignn! Mrcowie and Tazes, Poroign FhleaHd aid
Tares Remsiteit ou Fediuldywal Jugoeme Toar Re-
iveng, This report alwws that the total ineomd
corned nhrosd 1p evcess of Enx-fxempd Amunta
Increman] frome dbput 305 Wiled lo 1072 te §4.8
Millon In 1072 Tt nled shows (ot omges oand
snlnrles wepn o slgniResnt porllon—over B0 per-
renb—of all forolgn drned Incpme ln 1975
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ments. Rising income levals and mini-
mum wage laws have reduced the vels-
tive impertance of ineome earned below
the withhelding and filing Tequire-
ments; even sarners who wonld not
otharwisge need to fils do o to securs re-
funds, The number of workers not
covered by the withholding system has
declined; consequently, n high percent-
ape of woges and salaries is reported on
tox returna. In addition, there ig some
evidence—althouph  insufcient for
making an adjnstment—that sotne pen-
siona and annuities are being reported
ag wages and seleries on tax returns.
Such misreporting might have con-
tributed te the narrowing of the wage
R

Nonfarm proprictors income gap.
Growth of the nenfarm proprietors’ in-
comi Zap may be dne in part to corpo-
rute partners’ shaves in joint ventures.
This item is included in personal in-
come but not in AGT of IRS. However,
no date exist with which to estimafe the
corporate paviners’ shares, and thus no
ndjustment can be wade in the recon-
cilintion. Waderstatement of nanferm
proprictors’ income on tax reinrng nlso
may be n factor. TRS andit programs
have disclosed a growing nnderstote-
mient on the returns ug fled, Becanse the
resnlts of these programs nre taken into
account in estimating personal income
{and thuz in BEA-derived AGI) buti
are not in AGI of IRS, such understate-
ment eontyibutes to the growth of the
nonfarm proprietors' income gap.

Personal dividend income gap—A
sharp drop in the gap in 1954 coincided
with the epaciment of the dividend re-
ceived eredit and the dividend exclusion.
Beginning 1954, individuals were al-
lowed to exelude tha first $50 of divi-
dends from their taxable income ($100
for joint relurns) and te subtract, as a
eredit from the tas, 4 percent of the
dividends received in excess of the ex-
clusion. The tax credit was reduced to
g percent in 1984 and climinated entirely
in 19665 ot the same tima, the exclusion
was increased to $100 ($200 for joint
returns),

Porsonal interest dncome gap.—Sev-
oral faotars known to have affected the
gap cannot be quantified. The gap in-
sludes tha nontazable portion of life

SURVEY OF CURRENT BUSINESS

insurance annuity interest received by o
surviving spouse, whish should be re-
moved from personal interest to obtain
BEA-derived AGI. A surviving spounse
may exclude up to $1,000 of interest as-

Movembar 1881

sociated with annoities. When an an-
nuity plan wsing life insnrence proceeds
iz set up, the value of proceeds at the
time of denth is prorated over tha an-

{Coninued on popo 44}

Tahle é—Add]justed Gross Ilneome Gap me 5 Porcentage of BEA-derived AGI, by Type of
Income, 1947=T§ .

[Farentit]

Fenshns
il
anndidas

Year

§
E
g
g1|

Fato 1rt=
pH

i
3
a
EE
Z

i

[N I R G 50 BT A 0

o i 4 ey e e e Y Y- L't

AR AnEfEEEpEE EEE
e S ST O B e T i S
BERMERAMGY MABLALREGES RRELEGRGEERR
A I TR S S b e R A G el O T K B R

Pl =t el o e BT = R B B R DG

BRBEREREDSE FOASEREERER JapSERRRREEE E

22eeNpauAs Duuyspeesy DamSspegasmd
A G gy e i M W DR -
SRENBZERSR FPFFESRESE SEFEENSEAEew | B
o1 b Lo N — 1T o -]

o el O T O B T OO T el 2 S T £ B Tl e Y L
AR A AR A AR A A A At E
ERERUZEALE GERASAERER ERERRIBENEAR

oS imnim et et G R SO IR G e G O el e et £

Morp—Cuks wars wado By U Stallai of sy
Inetima u:ﬂnun ed lE'm i'ﬁmmi:n Up n:nm “.ﬂB
BEA-derived ACH.

:

=

Lhy

I 4t

8
:
z
T
2
£

[T ml'mnrlmﬁm mtil.ni?” ity
mwmmmﬁmnmu 1P ag

:
z
£
5

%
!

Table T—Fercent Distribotion of Adjusted Gross Incoma Gap, by'Type of Income, 1947=76

[Farcwal]
—r———— e

Fonglom | Fedn pra- | Hoofarm | Porsanod Rentol | Permanal

Wolr Tolal AGT | Wapes gid abd pefebors’ pri- dlwingeapd | Ineoowe of | Indcrest

e ALk e prietan” | lovanes peraons | fnotme

inemma

1004 LY Li W a4 a3 o kA
o A L3 a1 e Gl Lk RE
o ny Ll 2l 10 &l ML AE
Hh.0 b | LA bR ] 180 [N | Ml LT
109 MWE L4 a3 je 4 § 0T i i
JHL0 b)) LA il 181 T3 LT 0.4
o Fr¥| L1 2.1 .6 B | 2.3
.0 B0 il 2.3 4 T2 (TN ] i
gL B3 2.4 154 1 X Ly i
wel  ENOBHPOm o omoam B R
(1R} M5 ad ILE g8 X1 s nE
toe o 2.3 4.4 M2 M4 I8 L4 Thb
1008 [ ] L3 161 i) B.g 1.9 w5
e L4 %) 151 0,5 & *hE f. ]
ot &0 R 153 18 © 4.3 &0 BE
oo 2.7 i M.t 7.9 4.8 3 f X1
e e [ ¥ 1840 .a &8 B o7
1000 ma 7.1 1.p 1.2 [ R mni &1
L Ml [ %) 133 8.4 41 Lt B
100.0 LA E4d & .8 51 B T
1000 b 4] .5 1B o .1 ] &5 o
0 i ¥ A2 e B8 4§ %] F ¥
o ILA &a 1n.e 154 L] &l =)
Mo 7.8 4 1.1 .5 i B al.a
W0 122 114 4 7.8 4.4 1) .0
WL 1 LR 1.8 g an T - N
(LN} xa W7 .o 180 &) &7 i
00,8 7.2 i 13.8 w7 45 it Fiok)
[l X} ad 133 130 .3 T &3 Bne
[L R} Bl ) H.2 ] B.5 Ad ni
100 L% o7 [ ] ik 1] na .3




45

affected by exchangs mnrket interven-
tion activities by these puthorities and
by their investment decisions, perticu-
larly by OPEC membera after the sharp
incresse in petroleum prices led to lavgs
accumulations of their investible funds.

By area, payments to Western
Eurepe—mainly Qeomany and, to »
lesser exztent, the United Kingdoem,

SURYEY OF CURRENT BUSINESS

France, and Switzerland—accounted
for about 50 to 80 percent: of total Gov-
srament payments in 1970-80, Pay-
ments to Fapan incrensed rapidly and
accounted for alout 15 percent in 1080,
compared with # pereent in 1070, Pay-
meanta to ell these countries Inrgely re-
flected their nccumulntion of dellars s
& result of intervention purcheses to

Hovamber 1881

limit the sppreciation of their curren-
cies ngainst the dollar. Payments ta de-
veloping countries in Asia and Africa
were 22 percent of all Government pay-
mentsin 1980, compared with 7 percent;
they wers lorgely to OPEC members.
The shore of total payments to other
couniries and international organiza-
tions declinad.

{Darbinced froc gape 8)

nuity peciod for the purpaose of comput-
ing the interest element of tha anmuity,
ond the amount determined by such pro-
ration is nontaxable. However, the
smount of en annuity installment that
exceeds this prorated portion is the in-
terest elemeni that is faxeble and in-
cluded in AGI of IRS.

Interest income received by minors
from savings accounts nnd from U.3.
gavings bonds in their name iz included
in BEA-Qerived AGL A minor, like an
adult, is tnxable for his wages and for
the income received from nonwage
sources, However, when the total income
of n minor is less than the minimum re-

quiring & tax return, it is likely thet
auch income is not reported to the IRS,
eepecinlly when {oxes pre not withheld
irom tha wage sources. Also, if o minox
is under 19 or n student and qualifies as
& dependent of his parents, n tax raturn
is required only when unearned income
exceeds 1,000, (Intersst received by a
miner is most likely to be reported when
ke received wages subject to withhold-
ing and files a tax return to secure s
refund.) Interest veceived by minors
could be substantinl snd it is probably
il nonwage incoms source from which
mincrz not required to file moat often
derive income.

When T5S. savings bonds are pur-
chosed in o miner’s name by the parent,
the availability of the option of report-
ing the interest earnings on tha acorual
nccounting method molkea it anlikely
that the interest enrned will be reported
to the IRS unless the minor's total
amount of taxabla interest accruing each
year axceeds the minimum requiring a
tax return,

Interest earned ¢p individual retire-
ment accounts (IRA’) is included in
BEA-derived AGI, but not included s
interest in AGI of IRS. Instead, such
earnings are repovted as pensions and
annuities in the year the funds ora wich-
draswn
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